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Government Fiscal Policies 


and Their Consequences 


A Fear Stage, Not a Stimulative or Incentive One, 
May Result if a Policy of Deficit Financing Is Continued 


by Epwin G. Nourse 


| TRYING to answer the question what government fiscal policies really are, what sort of fiscal 
world we are going to live in in 1950 and in the years that follow 1950, we want to keep it 
clearly in mind that the fiscal policy of this government is not something which is drawn up by 
one individual and then carried through just as he would like to have it carried through. 


Under our method of government, we have accentuated the differentiation and the rela- 
tionship between two sources of public policy, the executive and the legislative. Now we have 


an Economic Report of the President which 
sets forth his economic statesmanship, includ- 
ing his fiscal policy. This report is referred 
to an integration body of the Congress, the 
Joint Committee on the Economic Report of 
the President. 


We have a very able group of men there now 
and I think the shaping of economic policy, includ- 
ing fiscal policy, will be better done by the infu- 
sion of intellectual and bi-partisan elements pro- 
vided through this Joint Committee. While I don’t 
think you can get the political element out of 
the picture, there seems to be a tendency to get 
more objective consideration from the legislative 
side. 


The economic analysis and the general program 
presented in the Economic Report is first developed 
on the executive side, then paralleled by a budget 
message and a report of the Budget Bureau, pre- 
senting the executive proposals for fiscal policy. 
The budget, also, under the new system is sup- 
posed to be re-worked into a comprehensive legis- 
lative budget. That is quite a struggle and the 
practice is still far below the theory. 


In the 25 years of the Budget Bureau we have 
gotten somewhat away from the _hit-and-miss 
method, but there is still very great difficulty in 
getting an integrated view of the budget as a 
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guide to legislation. Any attempt at legislative 
rationalization of the budget tends to break down 
and we end up, as we did this year, when the 
legislature first made a loud outery against the 
size of the executive budget, and then, instead 
of submitting itself to strict discipline under a 
legislative budget, wound up, by the gradual 
process of addition from special sources, with a 
budget even higher than that of the President. 


The Effect of Surpluses 


Now as to what the government’s fiscal policy 
actually is at the present time. The President says 
he is concerned about a balanced budget. Also 
he starts with the assertion that his fiscal policy 
is based on a concern for the welfare of the whole 
country and a belief that the welfare of the whole 
country can be advanced only through adhering 
to the principle of a balanced budget. 


As a principle, that is excellent, and I think we 
can go along with him also when he adds that, 
as a matter of practical economic statesmanship, 
you can’t hold to a rigid principle of balancing 
the budget every year in the operation of a coun- 
try. Not any more than you can balance your 
family budget every year. You must take a broad 
look and a long look. You must have a fair weigh- 
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ing of exceptional demands and a reasonable meet- 
ing of these extraordinary demands, but adopting a 
program in which you will work yourself out over 
a recsonable period. 


In government, this means that in periods of 
high prosperity, the Treasury would accumulate 
substantial surpluses. This would have two effects. 
First, it would damp off inflationary tendencies 
which have been the bane of our prosperity periods 
in the past and which get us into an over-extended 
boom. The second reason for a surplus in times 
of high prosperity is that, with a debt of the 
present size, we need to have a program for the 
reduction of that debt. This must not be contrac- 
tion so severe or so ill-considered that it ties the 
economy in knots and thus defeats your own 
purpose, The importance of making that accumula- 








tion of surplus at the top is one that we have to 
recognize and we have to be sincere and courage- 
ous about. People love a boom period and hate 
to have anyone do anything to curb it. 


The other part of modern fiscal philosophy 
relates to the role of deficit spending in time 
of severe depression. In an industrial society, 
subject to what we have called cyclical influences, 
we have down periods when it is possible for the 
economy to get into a self-generating downward 
spiral, which can be checked only by wise sup- 
port measures. 


We like to believe we now have enough eco- 
nomic sophistication so that we can exercise the 
restraint to damp off a boom and then wisely 
make those expenditures, even on a deficit basis, 
which will give the support that will put a bottom 
under a declining economy and enable it to move 
back through natural recuperative forces to a 
self-sustaining level. 


That, I think, is the modern school of eco- 
nomic thinking, and it is widely accepted as sound 
fiscal policy. But when we look at recent fiscal 


2 


DR. EDWIN G. NOURSE, formerly Chairman of the President’s Council | 


of Economic Advisers, has long been one of the nation’s leading econo- 
mists. From 1923 until 1946 he was connected with the Brookings 
Institution of Washington, serving as its vice-president from 1942 until 
1946. This article is based on a speech made by Dr. Nourse at the 


Tax Foundation’s annual conference in New York City last December. 





ooo °0 8 


practice, as it actually was followed, we see that 
the damping-off process was exercised to only a 
very limited extent. I may say that the executive 
fiscal policy during that recent period was better 
than the legislative practice. If executive fiscal 
policy had been left to operate during that period, 
it would have held inflation somewhat more in 
check than it was. It would not have reduced taxes 
in the midst of inflation. It would have accom- 
plished somewhat more debt reduction than was 
accomplished. 


And, while not particularly critical of the fiscal 
policy as it worked out up to this last year — even 
to the recommendation in the January 1949 Eco- 
nomic Report of the President — it seems to me 
that the fiscal policy of the country, even on 
the executive side, was seriously compromised 









from that time forward. It has become complacent 
about growing deficits on a plateau of high 
prosperity. 


A Serious Departure 


Certain apologies can be made. We have to 
recognize the very serious difficulty by which the 
making of fiscal policy at this time has been 
confronted. The most serious difficulty with which 
we are struggling at the present time is in trying 
to interpret soundly what the actual needs for 
defense and for international aid are. When we 
talk about the fiscal policy of the executive branch, 
we have to interpret the balanced budget thesis 
against the strong demands and needs of the 
country, we have to talk not merely about the 
fiscal policy of the President in the abstract, but 
about his fiscal policy as it adds up to the military 
policy and the diplomatic policy and the domestic 
security and development policy. 


Now we can’t fully take care of all those needs 
at once. Security is a global or integrated con- 
cept, and we are not made secure by increasing 

















our military weapons to a point where we jeop- 
ardize the strength of the industrial system on 
which the military must depend. 


It seems to me then that there has been a serious 
departure from the statement of fiscal policy I 
made earlier, that the budget has to be balanced 
over a period of high and low prosperity. The 
Administration pays lip service to the principle, 
but dodges the issue when they start to apply 
the criterion of action, “the needs of the country.” 


A reasonable doctrine, true in principle, has 
at the present time been debauched to the point 
where it means not the needs of the country for 
basic solvency, not the needs of the total economy 
as a long-run functioning mechanism. There has 
been a dangerous infusion of political elements 
introduced into it. We have at the present time 
a fiscal policy, an outlook for this year, 1950, 
and the budget for fiscal °51, which overrates the 
necessity of supporting the several elements which 
have political strength. This exposes us to the 
incurring of deficits in years of high prosperity 
to an extent which simply stultifies the philosophy 
with which the Administration starts, of budgets 
balanced over a properly-chosen period of time. 


A Deficit of $1.8 Billion 


Let us look at the performance against the 
theory. We had in fiscal 1949 the culminating 
year of inflationary prosperity. There was, of 
course, near the end of that fiscal year, a period 
of moderate recession. The fiscal policy of the 
government in that light would call for a sub- 
stantial surplus. And what did we have? After 
the close of the fiscal year on June 30, we had a 
deficit of $1.8 billion. 


It may be said we have to depart somewhat 
from the theory because of the continuation. of 
the military and the international strain. But 
what do we have at the end of the first quarter 
of the next year? A billion and a half deficit. 
A forecast has been made of a probable deficit 
of $314 billion in the second quarter of next 
year and some deficit — not at so high a rate — 
but a continued deficit in the third and fourth 
quarters. The government just admitted that pros- 
pect because the most recent estimates show a 
prospect of $5 billion or $514 billion deficit for 
fiscal *50. 


That seems to me to indicate a lightheartedness 
on the part of executve fiscal policy at this 
time, saying we have to accept deficits because 


TAX REVIEW, JANUARY 1950 


COC COO OOO Oe OO oO oOo Me OOOO Ke eoOUOCUMmCOOCeO KOKO MeO oO eC OCC Oe ee ee ee 2S 


of the continuing demand on the military side, 
and of our rating of the needs of the country, 
for agriculture and social security, public works 
and labor, those four major sources of demand 
on the domestic side. It is not claimed that this 
fiscal policy is in line with the principle of doing 
something to support a period of recession when 
the economy is in a position to give support to 
weak spots out of reserves it has accumulated 
through good management in prosperous times. 
No, it is on the assumption that the economy is 
moving on a plateau, practically the same as 
1949 and very little below the highly prosperous 
year 1948. 


Dangerous, Tricky Situation 


That is what I meant in a recent statement in 
saying that I was deeply concerned about the 
fiscal policy which seems to be “accepting deficits 
as a way of life” — not deficits as a means of 
supporting an economy in a period when depres- 
sion may get out of hand, not an economy which 
is supporting itself in dificult times with its house 
well set in order, with reserves accumulated, with 
the national debt dealt with effectively over a 
prosperous period; but going blandly on to accept 
deficits as a way of life. 


Analysis indicates a prospect of prosperity 
through 1950, but a superficial kind of prosperity, 
based on the artificial supports which would grow 
out of deficit financing in times of prosperity. 
That seems to me the first consequence which 
grows from the misinterpretation or compromise 
the Administration is making of a fiscal policy 
of budgets balanced over the ups and downs of 
the cycle. 


We have to recognize that there is a kind of 
economic rationalization for the dangerous fiscal 
policy being followed at the present time. . .When 
it is found politically desirable to take the easy 
shortcut or shot-in-the-arm approach toward 
prosperity, there is a certain wing of the economics 
profession which is ready to justify such a course. 
Then, if I can.read the minds of the people who 
are becoming influential in the shaping of fiscal 
policy at the present time, the policy which they 
consciously advise, accept, and attempt to ration- 
alize is a policy which goes with the so-called 
laboristic economy which we have at the present 
time. It is a philosophy of getting more jobs 
than there are people, a philosophy of operating 
collective bargaining on the basis of continually 
rising wages, and a philosophy that our economy 


3 





TAX REVIEW, JANUARY 1950 


coooooooooooeoeoeoeoeceoeeeoeeeeeeeeeeeeee ee ee 8 8 8 8 8 8 8 8 


°° 


from the managerial side must be one of rising 
prices, so as.to maintain profit incentive. That 
is the economic rationale which I suspect is going 
to govern’ the fiscal policy which we will see 
emanating from the executive branch in the coming 
year. 


What then, is the consequence of that kind of 
a year 1950 on 1951 and 1952? If we believe 
that it is a dangerous, a tricky, a vulnerable 
situation, how do we answer the claims of those 
who say that this is the “new economics,” that 
they have a new system of managed, controlled 
inflation, which is the implication of a full em- 
ployment economy? It seems to me that here we 
come to the question of what ultimate reaction 
there will be to that creeping inflation — to that 
sort of wage rise, price rise, profit maintenance 
which is based on an inflationary fiscal policy. 


Running a Grave Risk 


Even in 1950 there is one danger that I would 
like to suggest in this connection. Will business, 
as a result of a superficial sort of prosperity, 
maintained pretty well through 1950, get into 
a possible inventory boom, beginning to buy 
against a rising price situation? That is one 
possibility of dangerous consequence of accepting 
the easy philosophy of stimulated, or shot-in-the- 
arm prosperity. There is a second danger; we see 
it to some extent already in the question of credit. 
The question of extension of business credit and 
the making of commitments with reference to 
plant will come up more sharply in 1950. 


Now these people who are so nonchalant about 
the financial future have another string to their 


bow. They say that this is a great country, that 
we want to prepare for expansion, for expansion 
with rising standards. The country will grow faster 
than the deficit, or than the debt, and so we need 
have no concern. They don’t say it quite that 
frankly, but they practically come down to saying 
the amount of the deficit is of no concern, because 
the country is so great that it will catch up to 
any pattern of expenditure we like. 


I see a very great threat confronting business 
management in 1950 in possibly misinterpreting 
the consequences of a fiscal policy in 1950, which, 
in my judgment, puts us in a very vulnerable 
position for future years. 


We shall find that this beautiful theory of 
“managed inflation” means we get on a fractious 
horse and we run the grave risk that we can’t 
contro] it. When the rate of inflation begins to 
accelerate and the people begin to discount the 
future value of the dollar, then we are going to 
be in for trouble. I was impressed recently in a 
meeting of top-drawer executives, that when they 
got to talking in rather loose terms about some 
of these elements of danger, they began to talk 
about the possibility of a “ten-cent dollar.” 


When people even speak of this as a possibility, 
then we get a long way from the idea of a healthy 
stimulative effect of deficit financing and a mildly 
inflationary trend which would give us confidence 
that people and business will spend vigorously. 
The next step moves away from the stimulus and 
the incentive stage to the fear stage. This is the 
natural consequence if we pursue this bland policy 
— and I characterize it again as a_political- 
economic fiscal policy — of deficits as a way of 
life, or inflation as the means to full employment. 
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